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This booklet summarizes a paper contain- 
ing detailed proposals, tabled with the 
budget, which analyses the tax system 
applying to small business corporations 
and puts forward the government’s pro- 
posals to simplify it. 


Copies of this booklet or the paper may be 
obtained by filling in the following form 
and returning it to: 


Finance Distribution Centre 
160 Elgin Street 
Ottawa, Ontario 
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Preface 


Small and medium size businesses consti- 
tute the country’s most dynamic source of 
new jobs. Now that the economy is 
advancing from recovery to a period of 
new opportunities, we must tap the full 
potential of this sector to contribute to job 
creation and growth. 


The government therefore proposes to 
reduce the complexities imposed by the 
special corporate income tax legislation for 
small and medium size enterprises. The 
proposals for tax simplification set out in 
the paper will significantly reduce paper- 
work and record-keeping. They will rein- 
force the purpose of the legislation, which 
is to provide tax assistance to give small 
firms more after tax income for growth 
and expansion. 


A large part of the simplification will 
result from removal of the $1 million limit 
on cumulated corporate income as a condi- 
tion to qualify for the tax benefit available 
to small business. The ‘cumulative deduc- 
tion account’ that small business must 
now keep to qualify will no longer be 
required. Almost 300,000 small businesses 
will be relieved of the obligation to keep 
records to update this account. 


The distinction between active business 
income and non-qualifying business 
income will also be eliminated. 


These and other propesed changes will 
allow the government to reduce by two- 
thirds the existing legislation dealing spe- 
cially with taxation of small business. The 
corporate tax return will be appreciably 
shortened and simplified. Firms will make 
major savings in the cost of administration 
and expert services. And there will be the 
advantage, not to be underestimated, of 
removing the sheer annoyance of overly 
complex regulation which small business- 
men have told me about in consultations. 


The government’s proposals are based on 
a full review of the small business taxation 
system. They are the result of extensive 
consultations during the past year with 
small businessmen and the tax profes- 
sional communities who advise them. 


Together with other budget measures 
affecting small business which take effect 
immediately, these proposals are an 
important first step in the on-going pro- 
cess of tax simplification. 


To achieve their full effect, the proposed 
measures will have to be matched by 
changes in tax legislation by the prov- 
inces. I have instructed my officials to 
meet with the provinces soon to review the 
changes and J am asking my provincial 


counterparts for their comments and their 
support. 


To ensure a smooth transition to the new 
rules and to allow adequate time for inter- 
ested groups and individuals to express 
their views, I am asking that comments be 
submitted to me by April 15, 1984. My 
intention is that the new system go into 
effect in corporate taxation years ending 
in the first calendar year after the legisla- 
tion is enacted by Parliament. 


Hlebc te tarde 


The Honourable Marc Lalonde 
Minister of Finance 
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Introduction 


To provide small business corporations 
with more after-tax income for reinvest- 
ment and growth, the standard combined 
federal and provincial tax rate is currently 
reduced from 46 per cent to 25 per cent. 
Only Canadian-controlled private corpora- 
tions are eligible, not public companies 
which have readier access to capital mar- 
kets. 


This tax benefit went to 181,000 
Canadian-controlled private corporations, 
reducing federal taxes on small businesses 
by over $1.2 billion. The average tax sav- 
ing was $7,275 for each small business 
that benefited. 


The three main parts of the small business 
tax system deal with eligibility of firms, 
types of income that qualify, and taxation 
of dividend distribution. 


Some complexities are inevitable in this 
kind of legislation — for example, those 
created by special tax incentives or by the 
need for precision in defining tax liabili- 
ties. However, small business should not 
have to bear the burden of expensive 
professional advice to deal with unneces- 
sary complications in the tax law. 


Radical changes in the tax system cause 
taxpayers uncertainty, difficulty, and 
expense. Hence, the present proposal lies 
within the existing tax framework, with 
the aim of simplifying compliance and 
administration, not introducing tax 
reform. 


The simplification of rules being proposed 

will remove tax barriers and encourage 

small businesses to grow. The proposal 
will: 

e eliminate the $1 million limit on 
cumulative income to qualify for the low 
small business tax rate; 

¢ eliminate the rules excluding certain 
non-qualifying types of business income 
from eligibility; 

¢ simplify and ease rules excluding other 
types of business income; and 

¢ make compliance easier and improve 
the tax administration’s service to the 
public. 


Dealing With Complexity 


Finance consulted with many groups to 
understand the causes and impact of com- 
plexity in tax legislation, and to canvass 
views on how to reduce it. Both the 
Canadian Tax Foundation and L’Associa- 
tion Québécoise de Planification Fiscale et 
Successorale sponsored symposiums on tax 
simplification. The owner/managers of 
small businesses, associations of tax 
experts in private business, and tax practi- 
tioners who advise small businesses and 
prepare their tax returns also gave their 
co-operation. 


For the owner/managers, tax complexity: 

© increases costs of tax advice and prepa- 
ration of tax returns; 

© complicates decision-making, requiring 
investigation of the tax implications of 
various options; 

e makes compliance burdensome through 
extra record-keeping; and 

e obscures the purpose of important tax 
provisions. 


Several factors must be taken into account 
in dealing with complexity. 
How much change? 


The frequency of change in tax rules is a 
common source of frustration and confu- 


sion in dealing with the tax system. 
Change can disrupt established business 
arrangements, and impose new costs for 
small businesses 1n rearranging their 
affairs. Change can create uncertainty 
and upset business planning. 


How much legislation? 


The sheer size of the tax provisions com- 
pounds the problem of change. Most of the 
special small business tax rules are in a 
section which takes up some 1,000 lines in 
the Income Tax Act and which comes to 
about 25 pages of closely packed print. 


How much simplicity? 

The drafting style in the Income Tax Act 
is often criticized. But many tax concepts 
are complex by nature and require com- 
plex legal language. Any general change 
in drafting style could create problems of 
its own because the present body of well- 
known legal precedents and interpreta- 
tions is based on existing words and 
phrases. 


Increased simplicity can have costs as well 
as benefits, and must be balanced against 
other goals of tax policy. Much of the com- 
plexity of the small business tax system 
occurs because it is different from general 
corporate tax rules in order to be more 
generous. 
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Achieving Simplification 

The four main components of the proposed 
simplification deal with the cumulative 
income limit, non-qualifying business 
income, simplification of other rules, and 
taxpayer compliance with the law. 


1. Cumulative Income Limit 


Elimination of the present $1 million limit 
on a corporation’s total cumulative busi- 
ness income eligible for the low tax rate 
benefit will be the main change. Corpora- 
tions will no longer have to maintain a 
‘cumulative deduction account’ — one of 
the most complex parts of the small busi- 
ness tax system. About 290,000 small cor- 
porations must at present keep special 
‘cumulative deduction accounts’. The 
additional precision achieved by the 
cumulative income limit is not justified in 
light of the complexity it creates. 


However, the annual limit of $200,000 in 
business income of Canadian-controlled 
private corporations qualifying for the low 
tax rate is unchanged. This rule 1s a key 
requirement to target the tax benefit to 
small business corporations. 


Removal of the $1 million limit and 
‘cumulative deduction account’ will have 
these results: 


it 


e The small business tax rules will be sub- 
stantially simplified and shortened. 


e A good deal of tax reporting and year- 
to-year record-keeping will be elimi- 
nated. 


e Corporations will not need tax planning 
as they approach the $1 million limit. 


e Small and medium sized businesses will 
gain increased opportunity for tax defer- 
ral on profits retained in the business. 


e The corporate tax form will be substan- 
tially shortened. 


2. Rules for Non-Qualifying 


Business Income 


Rules excluding certain types of business 
income from the low tax rate will be elimi- 
nated. Three types of corporate businesses 
paying an intermediate tax rate of 33 3 
per cent, of which there are more than 
15,000, will become entitled to the 25-per- 
cent rate. These include: 


® incorporated accountants, dentists, law- 
yers, doctors, veterinarians and chiro- 
practors; 


¢ corporations whose major shareholders 
provide services predominantly to one 
client; and 


® corporations providing administrative 
services to a related business. 
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3. Simplifying Other Rules 


Investment income: The government 
believes the low small business tax rate 
should continue to apply only to income 
from active business. The law will still dis- 
tinguish between active business income 
and passive investment income. The rules 
for a ‘specified investment business’ will, 
however, be simplified, allowing it to 
qualify for the low tax rate if it has more 
than five full-time employees. The present 
rule stipulating that the employees must 
have an ‘arm’s length’ relationship with 
the business will be dropped, and major 
shareholders actually employed in the 
business will count as employees. 


Incorporated employees: The stand- 
ard 46-per-cent corporate tax rate will still 
apply where a person who otherwise would 
earn a salary chooses.to receive remunera- 
tion through a corporation, thus convert- 
ing employment income to business 
income. But a relieving provision, identical 
to that for investment businesses, will be 
simplified to allow such corporations to 
qualify for the low tax rate if they have 
more than five full-time employees, not 
necessarily at ‘arm’s length’ to the busi- 
ness. 


Corporate partnerships: The basic 
rules regarding single partnerships are 
being retained. However, complex multi- 
ple partnership rules will be replaced by a 
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more simple, generally-worded avoidance 
provision. 


Part VI tax: Under Part VI of the 
Income Tax Act, complex rules require a 
corporation to refund the accrued benefits 
of the low tax rate if it ceases to be 
Canadian controlled. These rules will be 
dropped. 


4, Easing Taxpayer Compliance 


The budget proposes a number of changes 
to simplify compliance with the tax system 
for everyone. Changes which will signifi- 
cantly assist small businesses are: 


¢ exemption from requirements for tax 
instalments for corporations whose 
instalments would be less than $1,000; 


© no interest charges on late or deficient 
tax instalments if the interest is less 
than $25; and 


e simpler rules for computing the taxable 
benefit of operating costs where 
employees have a company car for per- 
sonal use. 


Revenue Canada will improve service to 
the public by reducing delays in process- 
ing returns, providing a faster response to 
taxpayer requests for tax adjustments, 
and upgrading telephone service. 
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Assessing the Impact 


Here in summary are some of the main 
results expected from simplification: 


e The law providing the low tax rate for 
small business will be two-thirds shorter. 


e The corporate tax form will be simpler 
and shorter. 

e Fewer special situations will exist in the 
small business tax law. 

¢ Corporations will not need to track as 
much tax information from year to year. 


¢ Growing small businesses will have 
increased access to tax savings. 


e Administration and compliance costs 
will be reduced. 


The measures will cost the federal Trea- 
sury approximately $150 million in fore- 
gone revenue in their first full year of 
application. The saving to small business 
in administration and consultation costs 
cannot be accurately estimated; but the 
importance attached to the issue by small 
business indicates that it will be substan- 
tial. The legislation will ensure that tax 
assistance serves the intended purpose of 
helping small business to grow. 
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